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SMALL BUSINESS ADMINISTRATION FISCAL
YEAR 2003 BUDGET REQUEST

WEDNESDAY, FEBRUARY 13, 2002

HOUSE OF REPRESENTATIVES,
COMMITTEE ON SMALL BUSINESS,
Washington, DC.

The Committee met, pursuant to call, at 2:00 p.m., in Room
2360, Rayburn House Office Building, Hon. Donald A. Manzullo
(chair of the Committee) presiding.

Chairman MANZULLO. The Small Business Committee will come
to order. We have two panels today. The first panel is Adminis-
trator Barreto. He is going to testify. Members will be able to ask
questions. Then he will be excused. The reason you are all seated
together is that I wanted to move this because we are in the middle
of campaign finance reform votes, and we may be interrupted at
least once and probably twice.

I am going to defer to Ms. Velazquez for an opening statement
and then I may give one later on. Ms. Velazquez.

Ms. VELAZQUEZ. Thank you, Mr. Chairman, and welcome all of
you, and Administrator Barreto, thank you for being here.

We are here today to review the administration’s priorities for
this Nation’s most vital economic enjoin: small business. I need not
remind anyone that small business is big business in America, ac-
counting for almost half our GDP, half our jobs, and 75 percent of
all new jobs created. In a faltering economy, small businesses are
especially important to communities struggling with low growth
and high unemployment. They held us out of recession a decade
ago and into the strongest peacetime economy on record. They did
it before, and they can do it again with a little help on our part.

I would like to welcome Administrator Barreto here today, and
I personally commend you for outstanding leadership in your first
year on the job under the most trying circumstances. Speaking for
my constituents in New York, I want to thank you for your commit-
ment to the recovery of our city. Today we see the difference your
leadership has made. I am pleased that you have prevailed on the
White House to offer a more realistic budget request for the Small
Business Administration this year.

Last year the Bush administration sent us a Draconian proposal
that cut SBA spending in half. That slash-and-burn method of ac-
counting threatened many programs vital to supporting our Na-
tion’s entrepreneurs. I remain concerned that while this current
budget has some positive components, it still shortchanges the fast-
est growing sector of American enterprise: minorities, women and
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low-income entrepreneurs. This budget forfeits our commitment to
those businesses.

The administration and OMB have proposed to zero out a num-
ber of programs dedicated to creating business opportunities and
jobs where our recent prosperity has not reached. The cuts will
eliminate the new markets program, PRIME, BusinessLINC and
the one-stop capital shops. These initiatives are dedicated to focus-
ing financial resources on small businesses in low-income commu-
nities.

The President says he wants to create new jobs. He should sup-
port the programs doing just that in neighborhoods that need jobs
the most. But the most glaring ongoing problem facing us is the
treatment to the 7(a) program. Last year the administration tried
to kill this program outright by imposing new costs. This year they
are trying a new tact by cutting the program in half. Either way,
old or new tricks, the outcome is the same. Small business’ access
to capital is blocked.

Last year we worked in a bipartisan fashion to make the 7(a)
program more affordable for both the lender and the borrower by
reducing the cost of the program, which I might add even the CBO
said continues to overcharge lenders and borrowers by $1 billion.
This overcharging is the result of a miscalculated subsidy rate. In-
stead of providing an accurate subsidy rate, this administration in-
stead chooses to play Russian roulette with the 7(a) program, and
I believe we need to be clear about just exactly what it is—it is tax,
yes, it is a tax—and what it will do to small businesses. This tax
results in $5 billion less in available capital for those businesses.
That money could be pumped into the economy through small com-
panies to create jobs. Instead, the ongoing miscalculation means
that the field of dreams will go fallow, as $5 billion do nothing but
sit in a ledger somewhere.

I want to be clear. While the Bush administration may have in-
herited this problem, it is clearly your problem alone now, and
there is only one solution: Fix the subsidy rate. Members of this
Committee will tolerate nothing less. It is time that we stop using
small businesses to subsidize the United States Treasury.

Mr. Chairman, this budget request comes at a critical juncture.
While the country tries to recover from the recession, we should be
looking for every tool available to shore up the foundation of our
economy and prosperity, American small businesses and entre-
preneurs.

I think this budget request goes far to recover from last year’s
damage, but much more can be done. I would like once again to
reiterate my appreciation for the administrator’s hard work and
leadership during a very difficult time, and look forward to cooper-
ating with both Administrator Barreto and you, Mr. Chairman, to
solve the problems that face us. Thank you.

[Ms. Velazquez’s statement may be found in appendix.]

Chairman MANZzZULLO. Thank you very much. I went over the
budget, and everything looks good, and my only comment is that
there is a problem with the subsidy rate. But for the first time in
8 years there is a continued and earnest dialogue going with OMB,
the SBA, and our office, with a trustworthy promise that the sub-
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sidy rate is going to be not only seriously addressed but is going
to be fixed. I look forward to your testimony.

Administrator, if the bell goes off, we will just play it by ear.
Thank you.

[Mr. Manzullo’s statement may be found in appendix.]

STATEMENT OF HECTOR BARRETO, ADMINISTRATOR, U.S.
SMALL BUSINESS ADMINISTRATION

Mr. BARRETO. Thank you very much, Mr. Chairman, Ranking
Member Velazquez, and members of the Committee, for inviting me
here today to discuss the President’s budget request for the SBA
for fiscal year 2003. To paraphrase President Bush, there are no
Democratic solutions to small business issues, nor are there Repub-
lican solutions. There are only solutions. Year after year, the mem-
bers of your Committee have recognized this and have consistently
reached consensus instead of conflict. America’s small businesses
are better off today as a result of your working together. I know
we can continue that tradition.

It is in this spirit that I respectfully ask for your support of the
President’s budget request of $798 million for the SBA. The Presi-
dent has increased the SBA’s budget to provide capital and tech-
nical assistance to small businesses and disaster victims so that
the SBA may continue making services available to those that need
them the most.

This budget reflects the President’s commitment to economic se-
curity through its support of small businesses and their creation of
new jobs. It supports the President’s role of government, a role
which is not to create wealth, but is instead to create an environ-
ment in which entrepreneurs can thrive.

Before we continue our discussion on fiscal year 2003, please per-
mit me to take this opportunity to commend the many Federal dis-
aster relief workers for their role after the attacks of September
11th. In the immediate aftermath of this unprecedented attack on
American soil, the SBA mobilized both its disaster and district of-
fice employees to open up some 40 temporary disaster assistance
offices in New York City and Virginia. Through the dedication of
SBA employees, we have delivered to date more than $458 million
in disaster loans nationwide; approximately $271 million in dis-
aster loans in New York; and $9.5 million in Virginia and $177 mil-
lion elsewhere throughout the country.

I am pleased to say that the SBA was on site on September 12th
and in many cases canvassed the area, door to door south of Canal
Street and beyond, distributing disaster loan applications to small
business owners. These dedicated men and women of the SBA
worked tirelessly to distribute applications, answer questions,
verify damages and process and disburse loans, placing the success
of the mission above any personal consideration. The SBA family
continues to work long hours, without seeking recognition for their
tremendous efforts.

The SBA also rolled out an unprecedented nationwide expansion
of the Economic Injury Disaster Loan program to help those small
businesses across the country that were adversely affected by the
events of September 11th. I am proud to lead an agency that em-
ploys such loyal, dedicated, and caring employees. I know you join
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me in the sentiment and share our commitment to continuing this
important work on behalf of impacted small businessmen and
women across our country.

Having said that, I now want to address 7(a) funding. In fiscal
year 2003 for the first time in many years, the SBA and the Office
of Management and Budget worked to make the subsidy rate cal-
culation more accurately reflect changes in the program. In fur-
therance of that goal, we have contracted with the Office of Federal
Housing Enterprise Oversight to create an econometric model to
determine the subsidy rate for fiscal year 2004. In the interim, our
calculation for fiscal year 2003, which weighs preferred lender
loans in proportion to participation in the program, produced a sub-
sidy rate estimate of .88 percent. That is a 20 percent decrease.
With the requested appropriation of $85.36 million for fiscal year
2003, this would have resulted in a 9 percent increase in loan vol-
ume, producing a record level of loan authority.

However, recently passed legislation subsequently reduced the
fees paid by borrowers and lenders for a 2-year period beginning
in fiscal year 2003, resulting in a doubled subsidy rate of 1.76 per-
cent and a 7(a) program level of $4.85 billion.

While this statutory change poses a significant challenge to the
SBA in satisfying increasing loan demand, we believe that other re-
cent legislation will help us meet this demand. The combined budg-
et authority for the 7(a) program in fiscal year 2002 equals a pro-
gram level of $13.84 billion. Adding this amount to the fiscal year
2003 program level produces a 2-year program level with an an-
nual average of $9.34 billion. This is consistent with historic levels.
While we anticipate a program level of $10.5 billion in fiscal year
2002, we expect a $2 billion in guarantee authority carry over from
fiscal year 2002 to support a nearly $7 billion program level in fis-
cal year 2003.

The current challenge creates an opportunity to examine the 7(a)
program to ensure its continued relevance in the current market-
place. One of our concerns is the relationship between the 7(a) pro-
gram and the 504 Certified Development Company. 7(a) and 504
in some ways compete with each other. The 504 program, formed
specifically for job creation, provides financing for real estate and
major fixed assets.

We have determined that the 504 program is not reaching its full
potential. For example, over 40 percent of the loans provided under
7(a) are large real estate loans, many of which our 504 program
could accommodate. Steering those larger real estate loans to 504
will assist our goal of reducing the average 7(a) loan size from
roughly $244,000 per loan to a more desirable average of around
$175,000. Our aim is to increase the proportion of smaller loans,
the type of loans often the most difficult for small businesses to re-
ceive.

We are looking at ways to encourage lenders to make smaller
loans. Doing so will enable us to better provide loans to small busi-
nesses, the businesses that represent 99 percent of all employers
and 52 percent of the private work force. An Inc 500 study has
shown that a majority of the fastest growing companies started
with less than $50,000 in capital. Reducing the average loan size
in the 7(a) program will make the SBA an even greater engine in
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creating jobs and providing for the Nation’s economic security. We
are confident that our lending partners will work with us to ensure
that more businesses which need 7(a) assistance will be able to re-
ceive it.

As with 7(a), we have contracted with OFHEO to create an econ-
ometric model for the 504 program subsidy rate. We will imple-
ment the results in fiscal year 2005, a year later than implementa-
tion for the 7(a) subsidy rate, to give us time to evaluate the re-
sults of using this model on the 7(a) program before using it on ad-
ditional programs.

As we attempt to implement these and other reforms to our fi-
nance programs, we will work closely with you in Congress to en-
sure that these programs retain their crucial role in assisting small
businesses. In keeping with the President’s management goals, we
are restructuring the workforce at the SBA. We are investing in
the workforce now to produce future savings. This agenda includes
increased telecommuting, consolidating servicing centers to reduce
overhead and rent, and improving productivity through the use of
technology.

Managing for results, working with partners to ensure the effec-
tiveness of programs, is another of the President’s management
goals, and I have taken steps to deal with the management issues
raised by the General Accounting Office and the Inspector General.
This budget request includes $1 million for the new Native Amer-
ican Economic Development program, an initiative to establish
partnerships with tribes engaged in economic development activity.

The SBA is dedicated to ensuring that all Native Americans who
seek to create, develop, and expand small businesses have full ac-
cess to the necessary business development and expansion tools
available through agency programs. This program is a comprehen-
sive initiative designed to meet specific cultural needs and result
in small business creation.

The SBA will be looking at doing away with the duplication of
programs and making our core programs more effective and effi-
cient.

SBA will celebrate its 50th anniversary in July 2003. In its half-
century in existence, the SBA has assisted hundreds of thousands
of businesses in their formative stages. Many of those companies
have names with which you are all quite familiar; names like Fed-
eral Express, Intel, Nike, just to name a few.

We are working hard at the SBA to make sure that the agency
retains its leadership position as it looks forward to another half
century and will continue to provide crucial assistance to the next
Federal Express or the next Intel. As I have taken a close look at
our programs and services through my first year as administrator,
I have seen what the SBA can do and what the SBA needs to do
to keep its programs in tune with the ever-changing economy.

We cannot do this alone. I know that I have spoken with some
of you individually, but I want to take this opportunity while we
are all here together to enroll you in these efforts. We have an op-
portunity together to look back at successes, to identify weaknesses
where they exist, and to position the SBA whereby it can assist in
creating an environment in which entrepreneurship can flourish.
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As I mentioned at the beginning of my testimony, the SBA’s fis-
cal year 2003 request is a good one for small businesses and offers
a beginning point for us to work in tandem with our partners in
Congress to ensure that the SBA remains an effective, relevant
agency that provides 21st century service for the small business
community’s needs. We ask for your support for this budget.

Thank you for the opportunity to appear here today, and I will
be happy to answer any of your questions.

[Mr. Barreto’s statement may be found in appendix.]

Chairman MANZULLO. Thank you, Administrator. I just have one
question. Is it your opinion that based upon moving some loans
from 7(a) to the 504, that there are sufficient resources for the de-
mand for loans for the small businesses in America?

Mr. BARRETO. Thank you, Mr. Chairman. As I mentioned before,
we usually have a program level somewhere in the vicinity of about
$9 billion.

As I mentioned to you, we are looking at a program level this
year of about $13.8 billion. We expect a loan volume level this year
of $10.5 billion. That is going to give us a carry-over of about $3.3
billion. However, because the subsidy rate will go up in fiscal year
2003, the authority that will roll over from this year to next will
be about $2 billion. That is going to get us pretty close to $7 billion
in loan volume for fiscal year 2003. We also think that we are
going to have excess authority in the 504 program which will get
us pretty close to that $9 billion level. If historic performance is a
good indicator, we should be pretty close to what we are going to
need.

Chairman MANZULLO. Ms. Velazquez, did you want to start now
with your questioning or should we go vote and come back?

Ms. VELAZQUEZ. I guess that we should go vote and come back.

Chairman MANzULLO. Okay.

Ms. VELAZQUEZ. I have a lot of questions.

Chairman MANzZULLO. Okay. We will be right back.

Mr. BARRETO. Thank you very much, Mr. Chairman.

[Recess.]

Chairman MANZULLO. I will call the Committee back to order.
And, Ms. Velazquez.

Ms. VELAZQUEZ. Mr. Barreto, I have a lot of questions on the
budget, and I want to really acknowledge the great effort that you
put into this budget and the great work that you have done in ad-
dressing the 7(a) fees and the work that we did with OMB. But
today you are sitting here in the hot seat, and I guess that I have
to ask all these questions to you, and I want for you to understand
that there are some issues that are very important to this side of
the aisle, and so let us go.

Last year you spoke before the lending industry and stated that
the subsidy rate will be cut in half. Now we get this budget that
prop(c)lg,?es to increase the subsidy rate by 70 percent. What hap-
pened?

Mr. BARRETO. I do remember speaking at NAGGL in San Fran-
cisco, and that was a great opportunity for me to meet with our
partners, have an opportunity to meet with the board and really
introduce myself to them, and also make a commitment to our
partners. We know that we cannot do it alone. We are only as
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strong as the partnerships that we have, and I think we have had
a very good partnership with the banking industry.

In that speech I talked about our commitment to working with
OMB on this subsidy rate. It is vital for us that the subsidy rate
be reflective of what is actually happening. You know, in my time
that I have been here, I am into my sixth month, I think we have
made some progress with OMB, but it is a process. It is a process
that we are committed to. I said in the speech that we hoped to
reduce the subsidy rate up to 50 percent. And that was something
for which we were very hopeful. And obviously when OMB is going
through their process of developing the subsidy rate, it is a very
complicated process. A lot of information goes into it. We were able
to get a reduction of 20 percent in that subsidy rate, and all things
being equal, we were anticipating a new subsidy rate of .88——

Ms. VELAZQUEZ. I am talking to you about this budget.

Mr. BARRETO. Yes. I am saying that subsidy rate we had of .88
with the budget that we submitted early on would have accommo-
dated an authority of about $9.7 billion. With the advent of the leg-
islation that passed at the end of the year, that lowered fees to the
borrower and the lender, with that new development, OMB raised
the subsidy rate to 1.76 percent. That is what is causing our de-
crease in the total amount of lending authority that we have.

Ms. VELAZQUEZ. Mr. Barreto, our responsibility here—I am sorry
that I have to interrupt you.

Mr. BARRETO. No. Please.

Ms. VELAZQUEZ. Our job is to pass legislation, and in light of the
poor record, we determined that participants were grossly over-
charged, and with the passage of S. 1196, there existed a great op-
portunity to fix the subsidy rate, and you failed to do so. So instead
the administration decided to chop the program in half, and then
SBA had weeks and weeks to comply with this policy. And rather
than fixing the subsidy rate, you chose to cut the program in half.

Mr. BARRETO. We didn’t cut the program in half. When we sub-
mitted our budget request, it included more money than was ap-
proved in the prior year. That level would have accommodated a
budget authority for our 7(a) program of $9.7 billion.

Ms. VELAZQUEZ. Okay. Mr. Barreto, I would like for you to talk
to us a little bit about how the subs1dy rate is calculated, for the
loan programs’ default rates drive the subsidy calculation. I would
like you to clarify a couple of points for the Committee regarding
defaults. It is my understanding, based on the assumption you
have provided to the Committee, that the default rate for 7(a) is
12.87. Is that correct?

Mr. BARRETO. Yes, it is. I believe the default rate has actually
gone down over time. So 12.87——

Ms. VELAZQUEZ. So for fiscal year 2000, I want to direct you to
an internal SBA memo, or document, where the expected default
rate is listed at 8.1 percent. Using a default estimate of 8.1 with
your 2003 model would in fact reduce the subsidy rate by 150 basis
points to between .25 and .3. That is a huge discrepancy, isn’t it?
That is not—and let me just finish this. Let us not limit it just to
the 7(a) program. For the 504 program, you list a default rate of
8.3, but on page 49 of the agency’s budget, you state defaults
amount to about 60 to $70 million annually. This is in clear con-
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trast to the figures provided by the industry that show a default
rate of less than 3 percent.

Mr. BARRETO. Congresswoman Velazquez, first of all, let me say
that I have spent a lot of time with our folks talking about the sub-
sidy rate, analyzing it, seeing what we can do better to work with
OMB so that we can reduce it. There are a lot of factors——

Ms. VELAZQUEZ. Mr. Barreto, I am sorry. Would you please an-
swer my question? Can you please reconcile these discrepancies for
the Committee, because from where I sit, it looks like the agency
is keeping two sets of books. I want to ask you, who has ownership
over the subsidy rate, SBA or OMB?

Mr. BARRETO. We work together on that, Congresswoman, and as
you very well know, there are lots of factors that go into calculating
the subsidy rate. One of them is the default factor. The other ones
are the fees that are charged on those loans. All of those things are
factored in. And you also realize that we are talking about a look-
back period of a number of years, and so all of those things factor
into the subsidy rate.

I will confess, I am not an economist, and it is one of the reasons
why we felt it was so important for us to outsource the study of
our subsidy rate to OFHEO. OFHEO is going to do very sophisti-
cated econometric models that I think will probably enable us for
the first time to get some very, very accurate measurements.

With regards to the figures, obviously the SBA does not keep two
sets of books. We would be more than happy to provide you a com-
plete clarification on all of the numbers that you asked for. If you
would like, I have with me today Dr. Lloyd Blanchard—we are very
fortunate to have Dr. Blanchard with us. As you know, Dr. Blan-
chard worked for the Office of Management and Budget, is a sub-
sidy rate expert, and is now working for us as our Chief Operating
Officer. We are very glad to have him on board. Not only is he a
very talented manager and executive but somebody that truly un-
derstands all of the intricacies on how these subsidy rates are cal-
culated and somebody that I think will be able to help us to make
that progress that I know you and I are both committed to.

As I said, this is a process that will continue. This subsidy rate
issue, I know, has been something that has troubled this Com-
mittee for many, many years.

Ms. VELAZQUEZ. Let me just share with you that last year at the
semiannual meeting of the 7(a) lenders, a former OMB budget ex-
aminer of SBA said that OMB first decided upon the 7(a) policy it
wants, then can cut the subsidy number to support the policy, and
this is why we have progress default numbers going into the sub-
sidy model. So that doesn’t look like a partnership to me. They de-
cide, OMB, the policy on 7(a), and then they cut the numbers.

Mr. BARRETO. I can’t speak to what has happened with OMB in
the past. I can speak to the relationship that we have with OMB
now. This administration has been on board for a year, and I will
tell you that when I first got on board, our folks weren’t talking
with OMB on a very consistent basis. That is completely changed.
We are working very closely with OMB, and I think that OMB
shares our interest to make sure that we have a model that is
much more reflective on the actuality of the results.
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Ms. VELAZQUEz. Well, I guess that—look, I know that you are
not going to answer my question. You know, you provided this—
these are the numbers provided by your agency. Here you have got
12.7, and on the other one you have 8.1. These are not my num-
bers. So, Mr. Chairman, I guess that we have here the wrong per-
son. We need to bring OMB, the director of OMB here, and the eco-
nomic adviser, so that we can get to the bottom of this issue.

Chairman MANzZULLO. I agree. I think we have got a spot 2
weeks from now, and let us bring him in. What is the date that—
D01}11g? Two or three weeks from now was—what date is it? March
27th.

Ms. VELAZQUEZ. We will have the commissioner down here and
Mr. Lindsey.

Chairman MANzZULLO. Oh, bring them all in. Let us get this
thing cleared up once and for all. If someone is cooking the books,
they can fry some cake here.

Ms. VELAZQUEZ. I haven’t finished, Mr. Chairman. Okay. Great.

Mr. Barreto, now I want to talk to you about the priority issue
you proposed in your proposed regulations that you issued on Janu-
ary 28th that established parity between the 8(a) program and the
HUBZone program. You and I had a meeting on this, and I made
myself very clear to you, but to be on record, it is my opinion that
you are putting something in place that is contrary to the agree-
ment made between the House and the Senate in 1997. I am not
working on this issue today. I have been working on this issue
since I first came to this Committee, and it was because I raised
the issue with Aida Alvarez, the previous administrator. We got
into an agreement with the Senate in which it was clear that it
was not the intent of Congress to bring parity into this issue and
to put the HUBZone program and the 8(a) program on equal foot-
ing.

So in fact what you are doing with this regulation by—you are
doing something by regulation that Congress wouldn’t do in 2000.
This proposal was rejected in a bipartisan fashion, and you are also
doing something here that the courts wouldn’t do, at a time when
doors to the 8(a) program decline by half a billion dollars. And I
hope that your legal counsel is here. Is he here?

Mr. BARRETO. No, ma’am, he is not here.

Ms. VELAZQUEZ. Well, he should read the record. From fiscal year
1999 to fiscal year 2000, the numbers of 8(a) have declined by 34
percent over the past 3 years. You really couldn’t have picked a
worse time to impose something that will further harm the pro-
gram, probably past the point of repair.

In your testimony, you state that many 8(a) companies are lo-
cated in areas designated as a HUBZone. Well, the figures I got
from SBA tell me that less than 25 percent of 8(a) firms are eligible
as HUBZone companies, and only 17 percent of 8(a) firms are cer-
tified in the HUBZone program, far from many.

You also state in your testimony that your goal is to treat the
8(a) program and the HUBZone programs equally and not as com-
petitors.

What you have done with your proposed regulations is the exact
opposite, creating increased competition. Given this reality, why
are you moving forward with this?
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Mr. BARRETO. Thank you, Congresswoman Velazquez, and I do
appreciate the opportunity that we had to talk about this issue last
week. First of all, I want you to know, and I know that you do
know this, that I am committed to creating contract and procure-
ment opportunities for small business every possible way that we
can. Our intention by coming out with this clarification—and that
is the reason that we did it. There was a lot of confusion. Does
HUBZone have priority over 8(a)? Does 8(a) have a priority over
HUBZone? Which one is the program? And everything that our
general counsel has told us in reviewing the regs and the law is
that the actual clarity would be to state for the record that neither
one of those programs has a priority over each other.

Ms. VELAZQUEZ. Sir

Chairman MANZULLO. I am going to have to interrupt at this
time. We are going to be met with the tyranny of time, and we
have a witness that is here from Oklahoma. We are going to have
one more vote, then we are going rapid fire on 20-minute votes in
a row, and before we los